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Meaning of Working Capital 
There are two concepts of working capital : 
{Ù Gross Working Capital Concept = 
ii) Net Working Capital Concept = GA -CL 


(i) Gross Working Capital Concept : According to this concept, working capital 
means Gross Working Capital which is the total of all the current assets of a business. 


Gross Working Capital = Total Current Assets -—— 
Definitions favouring this concept are : 
1. ‘‘Working Capital means total of Current Assets.’ Mead, Mallott and Field 


2. “‘Any acquisition of funds which increases the Current Assets increases 
atl Working Capital, for they are one and the same.” — Bonneville and Dewey 


Persons acknowledging the total of current assets as working capital give the 
following arguments in their favour : 
(i) Just as fixed assets are considered as the symbol of fixed capital, current assets 
- must also be considered as symbol of working capital. 
(ii) Any acquisition of funds increases the working capital. This statement proves 
“true according to this concept whereas it does not hold true according to the 
second concept. ' 

(iii) Most of the managers plan their bu 
assets concept because these are 
operations. 

(iv) Utility of current assets remains the sam 
loans or short-term loans. Hence, the tota 


treated as working capital. = , 
A aaee ; this concept, working capital 
(2) Net Working Capital Concept : According to s over current liabilities. 


į- means net working capital which is the excess of current asset if 
es 
_ Net Working Capital = Current Assets — Current Liabilit 


siness operations according to the current . 
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Definitions favouring this concept are : 
1. ‘It has ordinarily been defined as the excess of current assets over current 


liabilities.” - —C.W. Gestenbergh 
2. “The most common definition of net working capital is the difference of 
firm’s current assets and current liabilities.” — Lawrence. J. Gitmen 


Persons favouring this concept give the following arguments in their favour : 


set 


(ii) Excess of current assets over current liabilities will indicate whether or not the 
concern will be able to meet its current liabilities when they fall due. First 
concept does not disclose this fact. 

(iii) It is on the basis of this concept that the short-term lenders, bankers etc. 
calculate the safety margin regarding the timely payment of their debt. 

(iv). Excess of current assets over current liabilities will determine whether or not 
the concern will be able to face the depression or any other contingent need of 
the business. 

(v) According to this concept a comparison can be made between the financial 
position of two firms whose current assets are equal. 

As discussed, net working capital is the excess of current assets over current 
liabilities. If current assets are equal to current liabilities, net working capital will be 
zero and if current liabilities are more than current assets, net working capital will be 
negative. , 

Current assets mean those assets which are converted into cash within a short 
period of time not exceeding one year, e.g., cash, bank balance, debtors, bills 
receivable, stock, accrued income etc. 

Current liabilities mean those liabilities which have to be paid within a short 
period of time in no case exceeding one year, e.g., creditors, bills payable, outstanding 
expenses, short-term loans etc. 
ILLUSTRATION 1. 

Consider.the following balance sheet of a company : 


BALANCE SHEET as on 31st March, 2012 


Building 


d Trademarks — 


Calculate the amount of Gross Working Capital and Net Working Capital. 
SOLUTION : 


Total Current Assets = Marketable Investments + Stock in Trade + Trade 
Debtors + Bills Receivable + Accrued Income 
+ Cash and Bank Balance 
= &1,00,000 + %2,50,000 + %3,00,000 + 770,000 
+ $15,000 + 725,000 
= 7,60,000 
Total Current Liabilities = Short Term Loans + Trade Creditors + Bills Payable 


+ Outstanding Expenses 
= %1,00,000 + %2,00,000 + 750,000 + 710,000 


= %3,60,000 

Now, 

Gross Working Capital = Total Current Assets 

. = %7,60,000 " aen 
i i = Current Assets — Curren jabilities 

Net Working Capital Arr 73,60,000 
= 2%4,00,000. © 

ae following selected assets and liabilities : 


The Sept Company Ltd. has the 
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You are required to determin 
(i) Gross Working Capital 
(ii) Net Working Capital (B. Com. M.D.U, 2001) 


SOLUTION: 
Total Current Assets R= Cash + Debtors + Inventory 
4 = = -&45,000 + 760,000 + 71,11,000 
© = %2,16,000 
Total Current Liabilities = Provision for Taxation + Exp. Outstanding + Bank 
Loan due next month + Creditors 
= %57,000 + $21,000 + %1,20,000 + 739,000 


DPA eee oe 


Cc. 


= %2,37,000 
Gross Working Capital = Total Current Assets 
= %2,16,000 
Net Working Capital = .Current Assets — Current Liabilities 
= %2,16,000 — %2,37,000 
= (-) 221,000. 


Types of Working Capital 
Working Capital can be classified in two ways, firstly, on the basis of concept, and 
secondly, on the basis of its need. 
(1) On the Basis of Concept : On this basis working capital may be of two types: 
(i) Gross Working Capital 
(ii) Net Working Capital 
(2) On the Basis of Need : On this basis also working capital may be of two types: 
(i) Permanent Working Capital V 
(ii) Temporary Working Capital 


Nature of Working Capital 
Or 
Need for Working Capital 


Alongwith the fixed capital almost every business requires working capital though 
the extent of working capital requirement differs in different businesses. Working 
capital is needed for running the day-to-day business activities. When a business is 
started, working capital is needed for purchasing raw materials. The raw material is 
then converted into finished goods by incurring some additional costs on it. Now goods 
are sold. Sales do not convert into cash instantly because there. is invariably some 
credit sales. Thus, there exists a time lag between sales of goods and receipt of cash. 
During this period, expenses are to be incurred for continuing the business operations. 
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For this purpose worki fins] 
Ing capital is needed. ’ 
needed which shall be i $ needed. Therefore, suffici i 
é I ` , Sufficient PRA 
cash. The time peri Wolved from the purchase of raw cook working capital is 
c period which is required 1 materials to the realisation of 


and then i nlOCHSH Ts known ne ee 1) convert tlw materials into finished goods 
capital can also be explained with the elp o ¢ or cash cycle. The need for working 


manufacturing concern involves five phases : kais i little sail 
(i) Conversion of cash into raw snl 
(ii) Conversion of raw material into work-in-progress 
(iii) Conversion of work-in-progress into finished goods ` 
(iv) Conversion of finished goods into debtors by credit A a 
(v) Conversion of debtors into cash by realising cash from them 
feb 2) ay 


$e ay pe” 


De operating cycle starts from cash, finishes at cash and then again restarts 
ash. eed for working capital depends upon period of operating cycle. Greater 
the period, more will be the need for working capital. Period of operating cycle ina 
manufacturin concern is greater than period of operating cycle in a trading concern 
because in trading units cash is directly converted into finished goods. 


Raw Materials 


Debtors and 
Bills Receivables 


Work-in-Progress 


Finished Goods 


Diagram : Operating Cycle (Nature of Working Capital) 

perating cycle, there is a need of working 
capital in the form of current assets. Firms have to keep adequate stock of 
raw-materials to avoid risk of non-availability of raw materials. Similarly, concerns 
must have adequate stock of finished goods to meet the demand in market on 
continuous basis and to avoid being out of stock. Concerns also have to sell finished 
goods on credit due to competition which necessiates the money tied up in debtors ane 
bills receivables. In addition to all these, concerns have to necessarily keep cash to pay 


the manufacturing expenses etc. and to meet the contingencies. 


Types of Working Capital . | 
Working capital'in a business is needed because of operating cy 
for working capital does not come to an end after the cycle is at ae ds 
ing cycle is a continuous process, there remains a need for con in aus: Cia 
a opa However, the amount of working capital required is not ¢ 
workin ; ' 
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MANAGEMENT OF WORKING CAPITA, 
throughout the year, but keeps fluctuatin 


pe on A g. On the basis of this conce : 
capital is classified into two types : pt, working 


(a) Permanent Working Capital : The need for working capital or current ass 
fluctuates from time to time. However, to carry on_day-to-day operations aie 
business Without any obstacles, a certain minimum level of raw-materials 
work-in-progress, finished goods and cash must be maintained on a continuous basis, 


The amount needed to maintain current assets_on this minimum level is called 
ermanent or r ng capital. The amount involved as permanent working 


capital has to be met from long-term sources of finance, e.g., capital, debentures, 
long-term loans etc. 


wae E ee 


(b) Temporary or Variable Working Capital [Any amount over and above the 
permanent level of working capital is called_temporary,] fluctuating jor |variabld 
working capital. Due to seasonal changes, level of business activities Is igher than 
normal during some months of year and therefore, additional working capital will be 
required alongwith the permanent working capital. It is so because during peak season, 
demand rises and more stock is to be maintained to meet the demand. Similarly, the 
amount of debtors increases due to excessive sales. Additional working , capital thus 
needed is known as temporary working capital because once the season is over, the 
additional demand will be no more. Need for tempo working capital should be met 
ort term sources of finance, e.g., short-term loans etc. so that it can be refunded 
when it is not required. 


Both types of working capital is necessary to run the business smoothly. The 
distinction between permanent and temporary working capital is illustrated in the 
following diagram : 


Y- 


Temporary 
Working Capital 


Permanent 
Working Capital 


Amount of working capital (®) 


Time 
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the following diagram ; l and it will go on rising as illustrated in 
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Permanent 
Working Capital 
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2 7 Time 
m : Showing Permanent and Temporary Working Capital in a Growing Concern 


Factors affecting Working Capital 
Or 
Determinants of Working Capital 
d have neither too much nor too little working capital. The working 
is determined by a large number of factors but, in general, the 
fluence the working capital needs of an enterprise : 


Diagra 


A firm shoul 
capital requirement 
following factors 1n 
of Business : Working Capital requirements of an enterprise are 
d by the nature of its business. For instance, public utilities such as 
railways; transport, water, electricity etc. have a very limited need for working sae 
because they have to invest fairly large amounts in fixed assets. Their working ae 
need is minimal because they get immediate payment for their services and do et n l 
to maintain big inventories. On the other extreme are the trading an oe . 
-enterprises which have to invest less amount ın fixed assets and a a a ae 
working capital. This is so because the nature of their business 1s such vat S pen 
to maintain a sufficient amount of cash, inventories and debtors. WD is 
of most of the manufacturing enterprises fall between these two extremes, T'S" > 


._atunan nublic utilities and trading concerns. 


(1) Nature 
largely influence 
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(2) Size of Business : Larger the size of the business enterprise, greater would be 


the need for working capital. The size of a business may be measured in terms of scal 
of its business operations. 


(3) Growth and Expansion : As a business enterprise grows, it is logical to expect 
that a larger amount of working capital will be required. Growing industries require 
more working capital than those that are static. 


(4) Production Cycle : Production cycle means the time-span between the 
purchase of raw materials and its conversion into. finished goods. The longer the 
production cycle, the larger will be the need for working capital because the funds will 
be tied up for a longer period in work in process. If the production cycle is small, the 
need for working capital will also be small. 


(5) Business Fluctuations : Business fluctuations may be in the direction of boom 
and depression. During boom period the firm will have to operate at full capacity to 
meet the increased demand which in turn, leads to increase in the level of inventories 
and book debts. Hence, the need for working capital in boom conditions is bound to 
increase. The depression phase of business fluctuations has exactly an opposite effect 
on the level of working capital requirement. 

(6) Production Policy : The need for working capial is also determined by 
production policy. The demand for certain products (such as woolen garments) is 
seasonal. Two types of production policies may be adopted for such products. Firstly, 
the goods may be produced in the months of demand and secondly, the goods may be 
produced throughout the yéar. If the second alternative is adopted, the stock of finished 
goods will accumulate progressively upto the season of demand which requires an 
increasing amount of working capital that remains tied up in the stock of finished 
goods for some months. | i 

(7) Credit Policy Relating to Sales : If a firm adopts liberal credit policy in 
respect of sales, the amount tied up in debtors will also be higher. Obviously, higher 
book debts mean more working capital. On the other hand, if the firms follows tight 
credit policy, the magnitude of working capital will decrease. 

(8) Credit Policy Relating to Purchase TE If a firm purchases more goods on 
credit, the requirement for working capital will be less. In other words, if liberal credit 
terms are available from the suppliers of goods (i.e., creditors), the requirement for 
working capital will be reduced and vice versa. . 

(9) Availability of Raw Material : If the raw material required by the firm Is 
available easily on a continuous basis, there will be no need to keep a large inventory 
of such materials and hence the requirement of working capital will be less. On the 
other hand, if the supply of raw material is irregular, the firm will be compelled to keep 
an excessive inventory, of such materials which will result in high level of en 
capital. Also, some. raw materials are available only during a particular season -= 
oil seeds, cotton, ete: They would have to be necessarily purchased in that r ei 
have to be kept in: stock for a period when supplies are lean. This will require 


working capital. 
any d, it will te with less wor 
‘lity in case of need, it will operate | 

feo ety is not available, it will have to keep large amoun 


| i bank credit 
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(14) Depreciati i 
on P . 

cash, it affects the worki aay ‘ “+. ough depreciation does not result in outfl 
allowable expendi : | capital indirectly. In the first place, since d T E 
of depreciation reduce -a culating net profits, it affects the tax liability. Higher ane 
lace, Hiner comes hed oe and, pai reduce the tax liability. In the second 

aa o means lower di bl : 
d isposable profits and, 

ividend payment. Thus, outgo of cash is restricted to that a ta ll 


15) Pri . a 
es one ir Changes in price level also affects the working capital 
- j e level is rising, more funds wi ir 
existing level of production. 5 nds will be required to maintain the 


(16) Efficiency of Management : Efficiency of management is also a significant 
factor to determine the level of working capital. Management can reduce the need for 
working capital by the efficient utilisation of resources. It can accelerate the pace of 
cash -i and thereby use the same amount working capital again and again very 
quickly. i 


Advantages of Adequate Working Capital 


(ù Availability of Raw Materials Regularly : Adequacy of working capital 
makes it possible for a firm to pay the suppliers of raw materials on time. As a result it 
will continue to receive regular supplies of raw materials and thus there will be no 


disruption in production process. 
(ii) Full Utilisation of Fixed Assets : Adequacy of working capital makes it 
for a firm to utilise its fixed assets fully and continuously. For example, if 


possible 
of raw material, the machines will not be utilised in full and 


there is inadequate stock 
their productivity will be reduced. 

(iii) Cash Discount : A firm having the adequate working capital can avail the 
cash discount by purchasing the goods for cash or by making the payment before the 
due date. oe 

(iv) Increase in Credit Rating : Pay ing its short-term obligations 1n time leads to 
dit rating which enables the firm to purchase goods on credit on favourable 
ntain its line of credit with banks etc. It facilitates the taking of loan 
| Whenever there are 


in case of neet. 
hase sufficient quantity 


(v) Advantage 
¿chances of increase ! 


of Favourable Business Opportunities 


n prices of raw materiais, the firm can pure 
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11.10 MANAGEMENT OF WORKING CAPITAL 


if it has adequate working capital. Similarly, if a firm receives a bulk order for the 
supply of goods, it can take advantage of such opportunity if it has sufficient working 
capital. 

(vi) Facilitates Distribution of Dividends : Occasionally, inspite of sufficient 
profits, management faces difficulty in paying a proper rate of dividend to the 
shareholders because of paucity of cash. Adequacy of working capital facilitates the 
payment of dividend. 

(vii) Facility in Obtaining Bank Loans : Banks do not hesitate to advance even 
the unsecured loan to a firm which has the sufficient working capital. This is because 
the excess of current assets over current liabilities itself is a good security. 

(viii) Increase in Efficiency of Management : Adequacy of working capital has 
a favourable psychological effect on the managers. This is because no obstacle arises 
in the day-to-day business operations. Creditors, wages and all other expenses are paid 
on time and hence it keeps the morale of managers high. j 

(ix) Meeting Unseen Contingencies : Adequacy of working capital enables a 
company to meet the unseen contingencies successfully. 


Excessive and Inadequate Working Capital 

A business enterprise should maintain adequate working capital according to the 
needs of its business operations. The amount of working capital should neither be 
excessive nor inadequate. If the working capital is in excess of its requirements it 
means idle funds adding to the f capital but which earn no profits for the firm. On 
the contrary, if the working capital js short of its requirements, it will result in 
production int ions and reduction of sales and, in turn, will affect the profitability 
of the business adversely. 

Disadvantages of Excessive Working Capital : 

(i) Excessive Inventory : Excessive working capital results in unnecessary 
accumulation of large inventory. It increases the chances of misuse, waste, theft etc. 

(ii) Excessive Debtors : Excessive working capital will result in liberal credit 
policy which, in turn, will result in higher amount tied up in debtors and higher 
incidence of bad debts. 

(iii) Adverse Effect on Profitability : Excessive working capital means idle funds 
in the business which adds to the cost of capital but earns no profits for the firm. Hence 
it has a bad effect on profitability of the firm. 

(iv) Inefficiency of Management : Management becomes careless due to 
excessive resources:at their command. It results in laxity of control on expenses and 
cash resources. 

Disadvantages of Inadequate Working Capital : 

(i) Difficulty in Availability of Raw-Material : Inadequacy of working capial 
results in non-payment of creditors on time. As a result the credit purchase of goods on 
favourable terms becomes increasingly difficult. Also, the firm cannot avail the cash 


discount. : 


(ii) Full Utilisation of Fixed Assets not Possible : Due to the frequent: 
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Similarly, if the firm receives a b 
working capital. 


(vii) Difficulty in the Distribution of Dividends : Because of paucity of cash 
resources, firm will not be able to pay the dividend to its shareholders, 
; (viii) Decrease in the Efficiency of Management : It will w N 
difficult for the management to pay its creditors on time and pay its day-to-day 


expenses. It will also be difficult to pay the wages regularly which will have an adverse 
effect on the morale of managers. 


An enlightened management should, therefore, maintain an adequate amount of 
working capital on a continuous basis. 


Management of Working Capital 

The goal of working capital management is to manage the current assets and 
‘current liabilities of a firm in such a way that working capital is maintained at a 
satisfactory level. The current assets should be large enough to pay the current 
liabilities in time while not keeping too high a level of any one of them. The interaction. 
between current assets_and current liabilities is, therefore, the main objective 3 
management of working capital. According to Smith, K.V. “Working aja 
management is concerned with the problems that arise in attempting e „i he 
current assets, current liabilities and the inter relationship that exists between them. 


Following are the main objectives or aspects of working capital management : 
o 


(1) To determine the adequate or optimum quantum of investment in working 
a 


i : - oO iti f t assets. 
i tion or structure or current ¢ 
2 I ermine the comp Sl n = a 
( ) o det ine odie and oi iy a iit 


intain a proper 
(3) To maint ine the policy or means of finance for current assets. 7 tin 
a di e the Adequate or Optimum Quantum of Investme | 
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(1) To De 
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er o Determine the Composition or Structure of Current Assets : The 
fin managementiis required to determine the composition of current assets, It 


amount should be invested in each individual current assets, 


should decide how much 
ted in stock, debtors, 


For this purpose, it should fix the average amount inves 
marketable securities and the level of cash balance. 

(3) To Maintain a Proper Balance between Liquidity and Profitability : While 
managing working capital, management will have to reconcile two conflicting aspects. 


The confliciting aspects are liquidity and profitability. If the quantum of working 


capital is relatively large, it will increase the liquid ut decrease the profitability. 
The reason is that a considerable amount of firm’s funds will be tied up in current 
assets, and to the extent this investment is idle, the firm will have to forego profits. On 
the other hand, if the quantum of working capital is relatively small, it will decrease 
liquidity but will result in increase in the profitability. This is because the less funds 
are tied up in idle current assets. 

(4) To Determine the Policy or Means of Finance for Current Assets : Another 
important aspect of working capital management is determining the financing mix i.e. 
what will belthe sources of financing the current assets. There are mainly two sources 
from whichsfunds can be raised for current assets financing : 

(a) Short-term sources : Such as short-term bank loans and other current 

liabilities such as creditors, bills payable etc. ; 

(b) Long-term sources : Such as share capital, long-term borrowings, retained 

earnings etc. 

It has to be decided as to what proportion of current assets should be financed by 
short-term sources and how much from long-term sources. The decision will determine 
the financing mix. There are three approaches to determine the financing mix : 


(1)[Matching Approach or Hedging Approach : According to this approach, the 
expected life of the asset will be mate ed with the expected life of the source of funds 
raised to fin asset. For example, if stock is to be sold in 30 days, a short-term 
loan for 30 days may be taken. Using long-term financing for short term assets will be 
expensive because funds will not be put to use for the full period. Financing long-term 


assets with short-term funds will bẹ risky as well as inconvenient because arrangement 


———— 
for short-term Toans Will have to be made on continuous basis and it may be difficult to 


borrow during stringent credit periods. Y 

When a firm follows matching approach, (i) fixed portion of current assets is 
entirely financed with long-term funds, and (ii) the temporary or variable portion of 
current assets is financed with short-term funds. 

Under matching approach, the liquidity is very. Jow and the risk and profitability 


are bigh 


(2) a : According to this approach, all the financial needs 
of a firm are financed from long-term funds Short-term funds are used only 1N 
the periods when the firm has surplus funds, the idle 


emergency situations. In 
long-term funds are invested in tradable securities to conserve liquidity. Because of 


higher liquidity in conservative approach, the risk is very low but 
a TE ma tn idle fun S. 
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| (3) Aggressive Approach : This 
s. — ‘= elpproach strikes a balance 

extremes. When a firm follows aggressive approach, amount of long-term funds 
remains the same as in matching approach but the amount of short-term funds is 
maintained at a higher tevel than under the matching approach. Thus, this approach 
provides more liquidity than the matching approach but less liquidity than the 
conservative approach. On the other hand, the risk and profitability are lower than the 
matching approach but more than the conservative approach. — or 


n Working Capital Man 
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‘ | Assets, i 
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Such decisions have short-term | Such decisions long-term 
implications. implications ie. t of such 
: : decisions will be felt by the firm over a 


long time span. 


. Such decisions are repetitive in nature 


Such decisions are infrequent and these 
are not easily reversible. 


These are related to deployment of large 
amount of funds. 


These decisions involve high degree of 
| risk because future benefits are uncertain, - 
These decisions are difficult to make 


| because they require an assessment of 
| future events which are uncertain and. 
| difficult to predict. 


i These are related to deployment of small 
amount of funds. op 
. These decisions involve low degree of 
risk: 3. sce UNOS Ta same 
These decisions are'e ‘to 


Analysis of Working Capital 


Working capital position of an enterprise is analysed by various internal and 
external parties. External parties include bankers, creditors, financial institutions, 
E EA RAO E E pi i i shareholders, The objective of these 

ies in analysing the working capital is to assess the liquidity of the business, ie., to 
ar her the firm will have sufficient current assets and cash to pay their debts 
know whet i due. They also want to know whether the working capital is adequate or 
nade ae whether it is being used in an efficient manner or not. Methods to 
Inadequa 
say the working capital are : 


i ing Capital : With the help of this schedule 
hanges in Working gee | 
(1) Schedule of oe current assets and current liabilities can be ascertained. 


‘ 


. e inva : A 
increase or uci d in the chapter on ‘funds flow statement. 
It has been disc 


‘< + Working capital can be analysed with the help of various 
: sis : 
(2) Ratio Analy 


ratios mentioned below : 
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(A) Liquidity Ratios : 
" ; Current Assets 

i) Curr ———— 
(i) rrent Ratio Current Liabilities 


apep. = —Liquid Assets 
(ii) Quick Ratio Current Liabilities 
iah Oi ea i _ Cash + Bank + Marketable Securities 
(iii) Absolute Liquidity Ratio = Current Liabilities 
(B) Activity Ratios : 
Cost of Goods Sold 
Working Capital 


(ù) Working Capital Turnover Ratio 
Cost of Goods Sold 
Average Stock 


Credit Sales 
Average Debtors + Average B/R 


Average Debtors + Average B/R 
Credit Sales per day 


(ii) Stock Turnover Ratio = 
(iii) Debtors Turnover Ratio = 


(iv) Average Collection Period = 


Credit Purchase 
Average Creditors + Average B/P 


(v) Creditors Turnover Ratio 


Average Creditors + Average B/P 
Credit Purchase per day 


(vi) Average Payment Period 


These ratios have been discussed in the chapter on ‘ratio analysis’ of 

(3) Funds Flow Statement : This statement reveals theZources from which funds 
were obtained and the uses to which (funds were applied: With the help of this 
statement the basic reasons for increase or decrease in working capital can be analysed. 
It has been discussed in the chapter on ‘funds flow statement’. 

(4) Cash_Flow Statement : This statement shows inflow and outflow of cash 
during a particular period. With the help of this statement the reasons for changes in 
balance of cash between the two balance sheet dates can be analysed. It has been 
discussed in the chapter on ‘cash flowstatement.’ 


Computation of Working Capital 
Or 


Working Capital Forecasting Techniques 
A number of methods are used to determine working capital needs of a business. 
The important among them are : 
(1) Operating Cycle Method ~~ 
(2) Forecasting of Current Assets and Current Liabilities Method — 
(3) Cash Forecasting Method ~~ 
(4) Percentage of Sales Method+—~ 


— 
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(1) Operating Cycle Method : Operat; 
in the purch ; : Uperating cycle is the time . 
Fished moas conan conversion af ia mi oe at a ir ues 
debtors. Larger the time s ad s goods into sales and in eai ee 
assets. Hence, time meted of i pit cycle, larger the investment in current 
working capital needed in ea re stage of operating cycle is estimated and then 
Following factors should be 3 i ae uten oe the basis of cost of each item. 
requirement on the basis of cert eri ea forecasting working capital 


(i) Cost of raw materials, wages and overheads 


(iii) Period of production cycle. 
(iv) Period during which finished goods is stored before, sale. 
(v) Period of credit allowed to debtors and period of credit allowed by suppliers. 
(vi) Time lag in payment of wages and overheads. 
(vii) Minimum cash balance required to be maintained. 


A certain percentage for contingencies may also be added to the above estimates 


to determine the working capita] requirement. 
On the basis of operating cycle, the working capital can be forecasted in the 


following way : 
Statement Showing Working Capital Requirement 


Current Assets : 
(i) Stock of Raw-Materials : z 


Average Inventory holding period 


Cost of yearly consumption (weeks / months) k 

of raw material x eaat Emale, T 

(ii) Work in Process : 
Average Time span of work in process 
i < hs) 
onsumption (weeks / mont 
an r ames, i 5 52 weeks / 12 months 

= Average Time span of work in process 


(weeks / months) 


50 
+ Yearly wages * T00 j 52 weeks / 12 months i 
tive overheads (excluding depreciation) 


ufacturing and administra 


an ; 
+ Yearly m an of work in process 


ra e Time sp 
a a 

a E A A fil unit of ra 
l . it wi assumed that full unit of ra i 
ork in process cman and overhead 


i ing W as wages 

ote : While calcula " beginning of the process whereas wag 
os ired in 

ial is required 


yt 
f au 
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ee aie AL, 
expenses accrue evenly throughout the production cycle. Hence, raw material cost 
taken at 100% and wages and overheads are taken at 50% on an average basis, f 


(iii) Stock of Finished Goods : 


Cost of goods produced (i.e., yearly cost of raw materials + wages 
+ manufacturing & administrative overheads excluding depreciation): / 


Average finished goods holding period 


7 (weeks / months ie 
52 weeks / 12 months T NAte ne, 


(iv) Debtors : 


Working Capital tied up in debtors should, be estimated on the basis of 
cost of sales (excluding depreciation) : 


Cost of goods produced Average debt collection period 
(i.e., raw materials + wages (weeks / months) _ 
+ manufacturing, administrative 52 weeks / 12 months + ee ee 
& selling overhead) 


(v) Cash and Bank Balance : 
(i.e., minimum cash balance required to be maintained = smesse 
Total Current Assets = io DOSE 


Less : Current Liabilities: _ l 
(The working capital requirements are lower to 
the extent such requirements are met through 
current liabilities) 


(i): Trade Creditors : 


. Credit period allowed by creditors 
Cost of yearly consumption (weeks / months) 


ofrawmaterial = X53. weeks /12 months 7" 


(ii) Wages: 
Average time lag in payment of wages 


Yearly wages x ———— Weeks months) er E ine 


52 weeks / 12 months 


Note : If wages are paid at the end of each month, the average time lag in the payment of 
wages will approximate to half-a-month. This is so, because Ist day’s wages are paid on the 
30th day of the month, extending credit for 29 days, the 2nd days wages are, again, paid on the 


. 


30th, extending credit for 28 days, and so on, Thus, average time lag will approximate to halt a 
month. 

(iii) @verheads : 

; Average time lag in payment of overheads 


Yearly @verheads (other (weeks / months) - 
"than depreciation) d 52 weeks / 12 months 
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Working Capital (Ct 
irrent Assets — Cu sni 
Add: Provision for Sinua rrent Liabilities) 


Esti , 
stimated Working Capital requirement 7 


(2) Forecasting of 
EAS method an a na Assets and Current Liabilities Method : According 
an estimate is made of forthcoming period’s current assets and current 


liabilities on the basis of ike pz i 

ETAT A US past experience, credit policy, stock policy, and 

payme acne ae oe years. First of all, sich.estimate is made for each 

a spel casei T cach month and then monthly requirements are converted 

yi r so current assets. The estimated amount of current liabilities 
C ct rom this amount in order to estimate the requirement of working capital 

A certain percentage for contingencies may also be added to this amount. 


working capital. ` 
(4) Percentage of Sales Method : Under this method, certain key ratios based on 
“past year’s information are established. These ratios can be ratio Ol sa és to raw 
ratio of sales to semi-finished goods stock, ratio of sales to finished 
ance etc. After this, sales 


btors, ratio of sales to cash bal 
ted and the requirement of working capital will be 


material stock, 
goods stock, ratio of sales to de 


for the next year will be estima 
determined on the basis of these ratios. 
(5) Projected Balance Sheet Method : Under this method, an estimate is made of 
assets and liabilities for a future date and a projected balance sheet is prepared for that 
fure date. The difference in current assets and current liabilities shown in projected 
balance sheet will be the amount of working capital. 


ILLUSTRATION 3. 
From the following particulars of ABC Ltd., you are require 


working capita! required by the company : 


d to determine the 


er 


r. 


(B. Com. M.D.U. 2007) 


encies. 
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